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ABSTRACT 

The  report  covers  provisions  of  the  Tax  Reform  Act  of  1976  that  are  important  to 
agriculture.   It  reviews  significant  changes  affecting  estate  and  gift  taxes,  tax 
shelters,  individual  income  tax  reductions,  and  Subchapter  S  corporations  which  may 
have  the  most  widespread  impact  on  agriculture.  Many  provisions  affect  farmers  through 
their  businesses;  others  affect  farmers  directly. 
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HIGHLIGHTS  AND  CONTENTS 

The  Tax  Reform  Act  of  1976  contains  the  most  sweeping  revisions  of  the  tax  code  in  many 
years.   Many  provisions  affect  farmers  directly;  others  affect  farmers  through  their 
businesses.   (Major  sections  of  this  report  begin  on  the  pages  noted  in  parentheses.) 

Changes  Affecting  Individuals  (p.  8  ) 

Estate  and  gift  provisions  (p.  12) 

Intergenerational  transfers  of  family  farms  may  be  easier  for  many.   The  new  law 
includes  these  changes: 

— Separate  rates  for  estate  and  gift  taxes  are  now  combined  in  a  unified,  progressive 
rate  schedule. 

— The  previous  exemptions  were  replaced  by  a  tax  credit. 

— Fewer  estates  need  to  file  returns.   In  most  cases,  estates  worth  less  than  $120,000 
need  not  file. 

— The  marital  deduction  is  $250,000  or  half  of  the  estate,  whichever  is  larger. 

— Some  real  property  can  be  valued  on  its  use  value  rather  than  on  fair  market  value. 

— The  treatment  of  extended  estate  tax  payments  was  liberalized. 

— Capital  gains  which  were  not  realized  during  a  decedent's  lifetime  will  now  be 
subject  to  tax. 

— Generation-skipping  transfers  will  generally  be  taxed  much  the  same  as  is  property 
transferred  to  each  successive  generation. 

Tax  shelter  provisions  (p.  10) 

Wealthy  persons  have  used  farming  investments  to  offset  their  regular  taxable  incomes. 
So,  these  changes  could  have  far-reaching  effects: 

— Claims  for  loss  deductions  are  limited  for  investors  to  the  amount  they  have  at  risk. 

— Excess  deduction  accounts  will  be  phased  out. 

— Fanning  syndicates  are  limited  in  their  treatment  of  certain  deductions. 

— Large  corporations  and  some  partnerships  must  use  the  accrual  accounting  method  and 
capitalize  their  preproductive  period  expenses. 

— Those  using  the  cash  accounting  method  must  deduct  prepaid  interest  during  the  loan 
period  according  to  the  cost  of  the  borrowed  funds. 

•—Partnership  syndication  fees  must  be  capitalized. 

— Organization  fees  must  be  amortized  during  5  years. 


Individual  Income  tax  reductions  (p.  8  ) 

These  provisions  will  provide  benefits  for  the  most  people: 

— The  $35  per  person  tax  credit  was  extended  through  1977. 

— The  standard  deduction  limits  of  1975  are  now  permanent, 

— The  refundable,  earned  income  credit  for  low-income  families  was  extended. 

Capital  gains  and  losses  (p.  9  ) 

Long-term  gains  and  losses  are  affected  by  a  longer  qualifying  period  and  an  increased 
limit  on  deductible  losses. 

Credit  for  the  elderly  (p.  8) 

This  nonrefundable  tax  credit  is  now  simpler,  applies  to  more  people,  and  is  more 
generous.  Unmarried  persons,  for  example,  may  make  as  much  as  $12,500  before  the 
credit  is  phased  out. 

^ttnimum  and  maximum  taxes  (p.  9 ) 

The  new  minimum  tax  is  higher,  and  the  carryover  was  eliminated.   The  maximum  tax  rule 
was  changed;  some  will  pay  more  and  others  less. 

Miscellaneous  provisions  of  general  interest  to  individuals  (p.  17) 

Tax  tables — 9  of  10  taxpayers  can  now  use  the  tables  whether  they  itemize  or  take  the 
standard  deduction.   Alimony — Payments  are  deductible  whether  persons  itemize  or  use 
the  standard  deduction.   Child  care — A  nonrefundable  credit  of  up  to  $400  for  one 
dependent  and  $300  for  two  or  more  is  available,  regardless  of  income.   Moving 
expenses — As  much  as  $3,000  can  be  deducted  by  persons  who  change  jobs  and  move  more 
than  35  miles,  plus  $1,500  for  househunting  and  temporary  living  expenses.   Business 
use  of  homes,  individual  retirement  accounts,  and  Keogh  plans  are  also  discussed  in 
this  report. 

Changes  Affecting  Businesses  (p.  18) 

Livestock  sold  because  of  drought  (p.  18) 

In  eligible  areas,  some  cash-basis  taxpayers  may  defer  their  tax  liabilities  for  1  year 
on  income  received  from  livestock  sold  because  of  drought. 

Treatment  of  certain  disaster  pa3^ents  (p.  18) 

Cash-basis  farmers  v7ho  receive  Government  payments  for  crops  damaged  by  natural 
disasters  may  report  these  payments  as  income  in  the  year  for  which  income  from  the 
crops  would  normally  have  been  reported. 


Extension  of  the  10-percent  investment  tax  credit  (p«  18) 

This  credit  on  newly  acquired  business  equipment  was  extended  through  19S0.   Credits 
may  be  used  on  a  "first-in,  first-out"  basis. 

Subchapter  S  corporations  (p.  19) 

The  new  law  increases  to  15  the  upper  limit  on  the  number  of  stockholders'. 

Small  business  provision  (p.  19) 

The  lovjered  tax  rates  of  1975  will  continue  through  1977. 

VJork  incentive  credit  (p.  19) 

Employers  who  hire  aid  recipients  may  receive  a  maximum  credit  of  $50,000  for  qualified 
wages  paid  to  eligible  recipients,  plus  half  of  any  excess. 


Miscellaneous  changes  (p.  19) 

Businesses  may  carry  net  operating  losses  back  for  3  years  and  for\i7ard  for  7  years, 
The  minimum  tax  on  corporations  was  increased. 
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(Effective  on  January  1,  1977) 
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J^/  The  taxable  estate  is  defined  as  the  gross  value  of  the  estate  less  the  total 
exemptions  and  deductions  allowed  by  the  Internal  Revenue  Code  of  1954,  as  amended. 

Ij   The  following  example  is  a  calculation  of  Federal  estate  tax  liabilities  made 
by  using  this  schedule:   Suppose  a  man  dies  in  1977  and  leaves  an  estate  of  $400,000 
(after  all  debts  and  estate  administration  fees  are  paid)  to  his  wife.   The  estate 
is  entitled  to  use  the  marital  deduction,  which  is  now  $250,000.   Thus,  the  estate 
has  a  tax  liability  on  $150,000.   Looking  at  the  schedule,  the  tax  is  $38,800.   But 
if  the  man  made  no  prior  use  of  the  new  tax  credit,  the  full  $30,000  credit  may  be 
deducted,  leaving  a  tax  liability  of  $8,800.   Of  course,  the  amount  which  can  be 
deducted  also  depends  on  what  gifts  have  been  previously  granted  and  on  the  year 
the  estate  is  probated.   (Under  provisions  of  the  old  law,  the  tax  liability  for 
this  estate  would  have  been  $32,700.) 
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INTRODUCTION 

The  Internal  Revenue  Code,  the  compendium  of  Federal  tax  law,  has  recently  been 
changed.   After  nearly  2  years  of  debate  regarding  the  nature  of  this  proposed  reform. 
Congress  recently  approved  the  provisions  embodied  in  H.R.  10612,  x^hich  became  the  Tax 
Reform  Act  of  1976  with  President  Ford's  signature  on  October  4,  1976. 

These  changes  constitute  the  most  sweeping  revisions  of  the  tax  code  in  many 
years — certainly  the  most  extensive  since  1969  and  perhaps  since  the  adoption  of  the 
present  code  in  1954.   The  Tax  Reform  Act  of  1969  v/as  primarily  a  reform  statute;  it 
modified  the  tax  treatment  of  certain  kinds  of  income.   The  other  major  tax  changes 
since  then — the  Tax  Reduction  Act  of  1975  and  the  Revenue  Adjustment  Act  of  1975 — were 
primarily  stabilization  measures  adopted  to  counter  the  last  recession  by  bolstering 
private  purchasing  power. 

The  Tax  Reform  Act  of  1976  contains  both  types  of  changes.   It  continues  most  of  the 
tax  reductions  that  were  introduced  in  the  two  acts  of  1975,  and  it  contains  provisions 
that  V7ill  profoundly  affect  the  tax  treatment  of  certain  kinds  of  income  and  wealth. 
Since  the  new  law  entails  substantial  tax  reductions  for  many  individuals  and  has  such 
far-reaching  implications,  its  provisions  should  be  of  interest  to  most  taxpayers. 
This  report  examines  those  sections  that  should  be  of  most  interest  to  farmers.   Some 
background  information  regarding  the  present  tax  treatment  in  each  area  is  included  so 
the  nev7  provisions  can  be  more  readily  understood. 

A  few  provisions  are  specifically  directed  at  farmers,  that  is,  taxpayers  with  farm 
income.  The  most  notable  of  these  provisions  are  in  the  areas  of  estate  and  gift 
taxation,  tax  shelters,  and  the  treatment  of  income  from  livestock  sales  in  designated 
drought  regions  eligible  for  Federal  assistance.   But  many  of  the  other  new  statutes 
will  also  affect  farmers,  because  farmers  are  likev/ise  subject  to  the  general 
provisions  in  the  new  law.  The  most  important  of  these  are  also  discussed  here. 

This  report  examines  first  those  changes  that  affect  individuals  directly  and  second 
those  changes  that  affect  them  through  their  businesses.  The  discussion  of  the  first 


group  of  changes  will  cover  individual  income  tax  reductions,  retirement  income  credit, 
treatment  of  capital  gains  and  losses,  minimum  and  maximum  taxes,  tax  shelters,  and 
estate  and  gift  tax  provisions.  The  discussion  of  the  second  group  will  address  the 
extension  of  the  10-percent  investment  tax  credit,  the  tax  deferral  granted  to 
livestock  owners  in  drought  areas,  Suhchapter  S  corporations,  and  other  items  of 
interest. 


aiANCES  AFFECTINr,  INDIVIDUALS 

Individual  Income  Tax  Reductions 

The  extension  of  the  individual  income  tax  reductions  initially  adopted  in  the  Tax 
Reduction  Act  of  1975  is  probably  the  section  of  most  general  interest  in  the  new  law. 
It  provides  the  most  widespread  benefits  and  has  by  far  the  largest  impact  on 
individual  tax  liabilities.   These  reductions  are  accomplished  by  several  indeoendent 
changes. 

A  general  tax  credit. — The  Revenue  Adjustment  Act  of  1975  provided  a  nonrefundable  tax 
credit  of  $35  for  each  person  or  2  percent  of  the  first  $9,000  of  taxable  income, 
whichever  is  greater,  for  the  first  6  months  of  1976.  The  Tax  Reform  Act  of  1976 
extends  this  general  tax  credit  through  December  31,  1977. 

Standard  deduction. — Again,  this  1976  act  extends  the  provisions  originally  defined  by 
the  1975  law.   The  minimum  standard  deduction  (or  low-income  allov/ance)  remains  at 
$1,700  for  single  persons  and  $2,100  for  married  persons  filing  a  joint  return.  The 
percentage  standard  deduction  continues  to  be  16  percent  of  adjusted  gross  income,  and 
the  maximum  standard  deduction  is  still  $2,400  for  single  persons  and  $2,800  for 
married  couples  filing  a  joint  return.   These  limits  are  now  permanent. 

Earned  income  credit. — The  refundable  tax  credit  available  to  loT.;-income  families  with 
children  has  been  extended  through  1977.   Ten  percent  of  the  first  $4,000  of  earned 
income,  or  a  maximum  of  $400,  may  be  refunded  to  individuals  maintaining  a  home  for  a 
child  who  is  less  than  19  years  old.   The  credit  is  phased  down  from  the  maximum  of 
$400  to  zero  as  earned  income  increases  from  $4,000  to  $8,000. 

Since  the  earned  income  credit  is  available  to  individuals  with  earned  income — even  if 
their  tax  liability  is  smaller  than  the  credit — it  is  similar  to  a  negative  income  tax. 
Individuals  qualifying  for  the  earned  income  credit  may  actually  receive  more  income 
after  paying  taxes  than  they  did  before.   In  every  case,  eligible  individuals  will  pay 
less  taxes  than  they  would  have  without  the  credit. 

Credit  for  the  Elderly  (Retirement  Income  Credit) 

This  nonrefundable  tax  credit  for  persons  who  are  65  years  old  or  more  has  been 
modified  in  several  respects.   It  is  simpler,  available  to  more  people,  and  more 
generous  than  before.   The  applicable  rate  is  still  15  percent,  but  now  it  will  be 
allowed  on  earned  income  as  well  as  on  unneamed  income  (such  as  retirement  income) . 
The  maximum  amount  of  income  on  which  the  credit  is  computed  was  increased  to  $2,500 
for  single  persons  and  for  married  couples  when  only  one  spouse  is  65  years  old  or 
more.  And  the  maximum  was  raised  to  $3,750  for  married  couples  filing  jointly  if  both 
spouses  are  65  years  old  or  more.  These  maximum  amounts  are  reduced,  as  was  the  case 
formerly,  by  such  exempt  pension  income  as  social  security  and  railroad  retirement 
benefits. 

As  before,  this  credit  is  gradually  phased  out  to  limit  its  benefits  to  those  with  low 
and  middle  Incomes.  However,  the  levels  of  adjusted  gross  income  used  as  bases  in 
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calculating  these  adjustments  have  also  been  increased,  so  more  people  will  qualify  for 
the  credit  than  before.  The  new  levels  are  $7,500  for  unmarried  individuals  65  years 
of  age  or  more,  $10,000  for  couples  filing  a  joint  return  if  one  spouse  is  65  years  old 
or  more,  and  $12,500  for  couples  filing  a  joint  return  if  both  spouses  meet  the  age 
requirement. 

Since  the  maximum  amounts  on  which  the  credits  may  be  claimed  are  still  reduced  $1  for 
every  $2  of  adjusted  gross  income  above  these  new  base  levels,  the  new  limits  for  use 
of  the  credit  are  higher  than  before.  For  example,  unmarried  individuals  may  earn  as 
much  as  $12,500  before  they  are  ineligible  for  the  credit;  that  is,  the  maximum  amount 
they  can  earn  before  the  credit  is  completely  withdra\^m  is  tA/ice  their  new  $2,500 
income  limit  on  credit  calculations,  plus  their  new  $7,500  base  level  before  the  credit 
phaseout  begins.   This  provision  applies  to  taxable  years  beginning  after  December  31, 
1975. 

Capital  Gains  and  Losses 

Tlie  Tax  Code  defines  two  basic  types  of  capital  gains  and  losses — long  term  and  short 
term.   Short-term  capital  gains  and  losses  are  taxed  in  much  the  same  manner  as 
ordinary  income,  but  long-term  capital  gains  and  losses  are  treated  quite 
differently — only  50  percent  of  net  gains  are  taxed  \_/   and  only  50  percent  of  net 
losses  can  be  deducted  from  ordinary  income.   In  the  case  of  both  long-term  and  short- 
term  losses,  the  net  deduction  in  any  single  year  has  been  limited  to  $1,000,  but 
capital  losses  in  excess  of  the  $1,000  limitation  could  be  carried  over  indefinitely  to 
future  tax  years. 

The  1976  act  leaves  the  basic  nature  of  these  provisions  much  as  they  were  before.   But 
it  modifies  the  tax  treatment  of  capital  gains  by  lengthening  the  holding  period 
necessary  to  qualify  for  long-term  capital  gains  treatment.   In  1976  a  capital  asset 
has  to  be  held  for  more  than  6  months  to  have  its  sale  considered  a  long-term  capital 
gain  or  loss.   In  1977  it  must  be  held  9  months,  and  in  1973  and  thereafter  the  holding 
period  will  be  a  full  year.   However,  the  holding  period  for  commodity  futures 
contracts  will  remain  at  6  months.   (There  is  considerable  speculation  that  this 
treatment  will  be  restricted  to  agricultural  commodity  futures  contracts  in  the  near 
future.)   Furthermore,  the  holding  period  for  section  231  assets — livestock  held  for 
draft,  breeding,  dairy,  or  sporting  purposes — will  be  unaffected  by  these  changes. 
They  already  were  required  to  be  held  for  a  period  of  more  than  a  year. 

The  limit  on  the  amount  of  long-term  capital  losses  that  can  be  deducted  against 
ordinary  income  has  also  been  increased.   It  will  increase  from  the  present  level  of 
$1,000  to  $2,000  in  1977  and  to  $3,000  in  1973  and  subsequent  years.  Excess  capital 
losses  can  still  be  carried  over  indefinitely  to  future  years, 

Minimum  and  tiaximum  Taxes 

The  minimum  and  maximum  taxes  are  designed  to  serve  as  an  overall  governor  on  the  tax 
code.   The  code  has  so  many  special  cases  and  exemptions  that  many  wealthy  individuals 
can  avoid  incurring  tax  liabilities  commensurate  to  their  income,  and  in  some  cases 
they  are  able  to  avoid  taxation  altogether.   In  other  cases,  some  individuals  earn  so 
much  taxable  income  that  the  high  tax  rates  at  the  upper  end  of  the  income  tax  scale 
may  have  an  inhibiting  influence  on  the  amount  of  v7ork  they  undertake. 


\_l     Individuals  may  choose  an  alternate  tax  rate  of  25  percent  on  the  first 
$50,000  of  net  long-term  capital  gains,  and  corporations  may  chose  an  alternative 
rate  of  30  percent. 
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Many  tax  experts  have  suggested  that  overall  tax  equity  would  be  better  served  if  the 
persons  who  are  able  to  avoid  taxation  had  to  pay  some  minimum  level  of  tax  and  that 
the  Nation  would  be  better  served  if  persons  with  high  taxes  on  earned  income  had  some 
relief  from  high  rates  they  encounter.   These  beliefs  form  the  basis  for  the  minimum 
and  maximum  taxes  in  the  code  today. 

The  minimum  tax,  on  the  one  hand,  is  a  relatively  simple  concept  to  understand.   The 
observations  that  higher  tax  rates  and  enlarged  tax  bases  imply  higher  taxes  are 
intuitively  obvious.  The  maximum  tax,  on  the  other  hand,  is  really  a  means  of  reducing 
tax  liabilities,  so  it  works  a  little  differently.   High-income  taxpayers  in  the  upper 
tax  brackets  have  an  incentive  to  have  as  much  of  their  earned  income  taxed  under  the 
maximum  tax  as  possible,  since  any  of  their  earned  income  that  fails  to  qualify  will  be 
taxed  at  higher  marginal  rates.   Thus,  for  the  maximum  tax,  an  increase  in  the  tax  base 
will  entail  a  tax  reduction  for  those  who  use  the  provision. 

The  minimum  tax  on  individuals  was  increased  by  raising  the  minimum  tax  rate  on  certain 
preferential  income  IJ  from  10  percent  to  15  percent  and  by  reducing  the  exemption  from 
$30,000  (plus  all  regular  taxes  less  credits)  to  $10,000  or  half  the  taxpayer's  regular 
taxes,  whichever  is  greater.  Under  the  old  law,  individuals  could  also  carry  forward 
any  regular  income  taxes  not  used  to  offset  current  year  tax  preferences  for  as  long  as 
7  years.  This  carryover  has  now  been  eliminated.  These  provisions  apply  in  general 
for  taxable  years  beginning  in  1976. 

The  maximum  tax  was  formerly  50  percent  on  "earned"  income,  and  the  amount  of  earned 
income  eligible  for  this  tax  privilege  was  reduced  by  capital  gains  and  other 
preference  income  in  excess  of  $30,000.   If  the  average  of  an  individual's  preference 
income  during  the  previous  5  years  was  greater  than  the  current  year's  level,  this 
average  was  subtracted  from  earned  income  instead  of  the  figure  for  the  current  year. 

The  new  law  tightens  certain  provisions  of  the  maximum  tax,  and  it  loosens  others.   It 
eliminates  the  $30,000  exemption  on  preference  income,  so  taxpayers  will  have  to 
subtract  all  preference  income  from  earned  income  before  applying  the  50  percent  rate. 
This  will  tend  to  increase  the  tax  liability  for  individuals  who  use  the  maximum  tax. 
Two  other  new  provisions,  however,  will  tend  to  reduce  the  tax  liability.   Pension  and 
annuity  income  will  apply  for  maximum  tax  treatment  in  the  future — it  did  not 
formerly — and  the  5-year  averaging  provision  was  repealed.   Both  of  these  changes  will 
tend  to  increase  the  amount  of  income  that  is  eligible  for  the  maximum  tax.   They  will 
take  effect  for  tax  years  beginning  after  December  31,  1976. 

Tax  Shelter  Provisions 


In  response  to  growing  criticism  of  tax  laws,  which  permited  high-income  individuals  to 
undertake  investments  mainly  designed  to  create  deductions  that  offset  their  regular 
income.  Congress  attempted  to  restrict  the  abuses  of  tax-notivated  investments. 
Farming  has  been  a  popular  investment  vehicle  for  this  type  of  activity,  so  these 
changes  could  have  far-reaching  effects  in  agriculture.   There  are  several 


2/   "Tax  Preferences"  are  items  that,  for  one  reason  or  another,  are  excluded 
from  taxation.   One  example  of  a  tax  preference  already  discussed  is  half  of 
long-term  capital  gains.   For  the  purposes  of  this  provision,  tax  preference  items 
include  accelerated  depreciation  on  real  property  in  excess  of  straight-line 
depreciation,  accelerated  depreciation  on  personal  property  subject  to  a  net  lease 
in  excess  of  straight-line  depreciation,  and  the  excluded  portion  of  capital  gains, 
among  others.   A  new  tax  preference  item  subject  to  the  minimum  tax  added  by  this 
act  is  itemized  deductions  (other  than  for  medical  and  casualty  loss)  in  excess 
of  60  percent  of  adjusted  gross  income. 
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parts  to  the  overall  reform  effort.  Only  six  are  of  any  significant  importance  to 
farming. 

Limitation  on  deductions  to  amount  at  risk. — For  taxable  years  beginning  after 
December  31,  1975,  investors  will  be  limited  to  loss  deductions  that  do  not  exceed  the 
amount  of  capital  for  which  they  incur  personal  liability.   This  is  the  so-called  "at 
risk"  provision,  and  it  applies  to  all  farming  ventures  except  for  farming  operations 
involving  trees  other  than  fruit  or  nut  trees.   Determination  of  "at  risk"  funds  will 
generally  include  cash  and  the  adjusted  basis  of  other  property  contributed  to  an 
investment,  as  well  as  any  borrowed  funds  for  which  the  individual  has  personal 
liability,  and  the  net  fair  market  value  of  personal  assets  which  secure  nonrecourse 
borrowing. 

Termination  of  additions  to  excess  deductions  accounts. — In  keeping  with  the  new 
limitations  on  tax-sheltered  investments,  excess  deduction  accounts  (EDA)  are  being 
phased  out.   No  additions  to  an  EDA  are  required  for  net  farm  losses  sustained  in  any 
taxable  year  beginning  after  1975. 

Limitations  on  deductions  for  farming  syndicates. — Under  the  nevj  statute,  farming 
syndicates  must — 

(1)  Deduct  the  expenses  for  feed,  seed,  fertilizer,  and  other  farm  supplies  only  when 
they  are  used  or  consumed,  not  when  they  are  prepaid 

(2)  Capitalize  the  costs  of  poultry 

(3)  Capitalize  the  costs  of  planting,  cultivating,  maintaining  and  developing  a  grove, 
orchard,  or  vineyard  which  are  incurred  prior  to  the  year  the  grove,  orchard,  or 
vineyard  become  product ive._3/ 

These  new  rules  apply  both  to  public  syndicates,  which  register  their  stock  with  any 
Federal  or  State  agency  that  regulates  the  sale  of  such  offerings,  and  to  private 
unregistered  syndicates  in  which  more  than  35  percent  of  the  losses  during  any  period 
go  to  limited  partners  or  limited  entrepreneurs .V  Syndicates  include  partnerships  and 
other  business  enterprises,  except  for  corporations  which  have  not  elected  Subchapter  S 
treatment.   The  traditional  family  farm  will  not  be  affected  by  these  changes,  and  the 
changes  do  not  apply  to  forestry  or  nursery  operations  that  involve  the  growing  of 
trees  other  than  fruit  or  nut  trees.  They  will  generally  take  effect  for  taxable  years 
beginning  in  1976,  but  farming  syndicates  in  existence  on  December  31,  1975,  will  have 
a  year  of  grace  before  they  must  conform  to  the  new  regulations. 

Accrual  accounting  for  farm  corporations. — Corporations  and  partnerships  which  have  a 
corporation  as  a  partner  with  annual  gross  receipts  of  more  than  $1  million  will  be 
required  to  use  the  accrual  method  of  accounting  and  to  capitalize  preproductive  period 
-expenses.   Furthermore,  once  a  corporation  reaches  the  million  dollar  limit  on  gross 
receipts  for  a  taxable  year  beginning  after  Decejnber  31,  1975,  it  must  use  accrual 
accounting  for  all  taxable  years  following  that  date,  even  if  its  receipts  fall  to  less 
than  a  million  dollars  in  subsequent  years. 

_3/  Growers  of  citrus  and  almonds  had  previously  been  required  to  capitalize 
their  development  expenses  incurred  within  4  years  of  planting. 

V  "Limited  entrepreneur"  means,  generally,  a  person  having  an  interest  in  an 
enterprise  other  than  a  partnership  and  not  participating  actively  in  the  manage- 
ment of  the  enterprise.   "Active  participation"  will  be  determined  by  the  facts 
and  circumstances  of  individual  cases. 
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Subchapter  S  and  family  corporations  (corporations  In  which  one  family  owns  at  least  50 
percent  of  each  class  of  stock)  are  exempted  from  this  requirement,  as  are  nurseries 
and  corporations  that  are  engaged  in  forestry.   The  new  law  also  provides  that  if  a 
corporation  has,  for  the  past  10  years,  used  an  "annual"  accrual  method  of  accounting 
in  which  preproductive  period  expenses  were  either  currently  deducted  or  charged  to 
current-year  crops,  it  may  continue  to  use  this  method,  regardless  of  gross  receipts. 
These  provisions  apply  to  taxable  years  beginning  after  December  31,  1976. 

Prepaid  Interest. — All  taxpayers  who  use  the  cash  method  of  accounting  must  deduct 
prepaid  interest  over  the  period  of  the  loan  and  fairly  attribute  the  Interest 
deductions  to  the  cost  of  using  the  borrowed  funds  during  each  tax  period.   This 
applies  to  all  prepayments  of  Interest  on  and  after  January  1,  1976,  except  for  binding 
commitments  made  before  September  16,  1975,  that  require  prepayments  of  Interest  before 
January  1,  1977. 

Partnership  syndication  and  organization  fees. — Beginning  in  1976  syndication  fees  mxist 
be  capitalized — and  thus,  not  deducted.   Effective  in  1977,  organization  fees  must  be 
amortized  over  a  5-year  period.   This  is  intended  to  stop  the  current  practice  of 
taxpayers  taking  immediate  deductions  for  these  fees. 

Estate  and  (lift  Provisions 


For  a  relatively  small  but  Intensely  concerned  section  of  our  population,  this 
constitutes  "the"  Tax  Reform  Act  of  1976.   Increasing  land  and  capital  requirements  for 
modern'  farming,  inflation,  and  estate  tax  provisions  that  had  been  unchanged  for  more 
than  30  years  had  combined  to  impede  the  intergenerational  transfer  of  family  farms. 

Concerns  that  Fostered  Reform 

Many  farm  families  willingly  joined  the  movement  for  estate  tax  relief  that  Inveighed 
Congress  in  1976.  More  specifically,  the  active  Interest  in  estate  tax  reform  was 
aroused  mainly  by  the  following  concerns. 

Value  of  land. — High  land  values,  unreallstically  high  in  some  opinions,  forced  farm 
estate  values  up  to  unprecedented  levels.   This  upward  spiral  made  it  difficult  to  pay 
high  estate  tax  liabilities. 

Widowed  spouse. — Farm  widows  felt  they  v/ere  bearing  an  unnecessarily  large  share  of  the 
tax  load.   They  claimed  that,  although  the  estate  tax  had  been  intended  as  a  tax  on 
intergenerational  transfers,  high  farm  values,  outdated  exemption  limits  for 
Interspousal  transfers,  and  the  method  governing  the  attribution  of  ownership  of 
property  held  in  joint  tenancy  for  estate  tax  purposes  all  served  to  make  the  tax  a 
"widow's  tax." 

The  last  factor — the  attribution  of  property  ownership  for  assets  held  in  joint 
tenancy — was  particularly  resented.   Farm  wives  felt  that  in  many  cases  they 
contributed  substantially  to  the  net  worth  of  the  farm  estate.   But  unless  they  could 
demonstrate  actual  cash  contributions,  they  were  frequently  in  the  position  of 
"inheriting"  assets  they  felt  were  already  theirs. 

Although  the  intent  of  the  law  was  not  purposefully  discriminatory,  circumstances  often 
caused  it  to  be  so  in  practice.   The  gross  estate  of  a  decendent  was  defined  to  Include 
the  entire  value  of  property  held  in  joint  tenancy,  except  for  those  assets  which  the 
surviving  spouse  could  establish  that  he  or  she  had  helped  to  acquire.   Since  the 
husband  generally  died  first,  the  burden  of  proof  was  frequently  carried  by  the  wife. 
Conversely,  the  husband  could  more  easily  document  his  contribution  to  the  estate. 
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Snail  family  business. — Estates  that  include  a  small  fanily  business  have,  for  some 
time  been  held  to  be  a  special  case.  Many  small  businesses  are  extremely  hard-pressed 
for  liquid  assets  (cash) ,  and  even  though  the  business  operation  may  represent  a 
sizeable  investment,  it  is  hard  to  realize  that  value  from  a  forced  sale.   Immediate 
oaynent  of  estate  tax  liabilities  could  mean  an  undue  hardship  for  some  beneficiaries 
of  these  estates.   This  difficulty  is  called  the  liquidity  problem,  and  estates  that 
include  family  farms  frequently  encounter  it.   Although  the  law  already  included 
special  provisions  for  the  installment  payment  of  estate  tax  liabilities  for  these 
estates,  certain  provisions  reportedly  made  it  difficult  (or  at  least  extremely 
inconvenient)  for  estates  to  qualify  for  the  special  treatment. 

Although  the  farm  sector  expressed  a  special  concern  regarding  the  need  for  estate  tax 
revision,  the  reform  movement  was  broadly  supported  across  all  sectors.  The  estate  and 
gift  tax  provisions  in  the  Tax  Reform  Act  of  1976  reflect  this  popular  demand  for  tax 
relief.   A  review  of  the  many  changes  made  in  estate  and  gift  taxation,  however,  will 
show  that  some  of  the  new  provisions  will  serve  to  increase  estate  taxes  for  certain 
types  of  estates.   It  is  important  to  notice  this  distinction,  for  the  new  law 
represents  estate  tax  reform — not  just  estate  tax  relief. 

New  Provisions  for  197  7 


Unless  otherwise  stated,  the  provisions  in  the  follovjing  section  generally  apply  to  the 
estates  of  decedents  dying  after  December  31,  1976,  and  to  gifts  made  after  that  date. 

A  unified  rate  schedule  for  estate  and  gift  taxes. — Under  the  old  law,  estate  and  gift 
taxes  V7ere  levied  separately;  each  had  its  own  tax  rate  schedule.   Since  the  gift  tax 
was  lower  than  the  estate  tax,  an  individual  could  substantially  reduce  Federal 
taxation  of  intergenerational  transfers  by  giving  part  of  his  property  away  during  his 
lifetime  instead  of  transfering  all  of  it  in  a  bequest.   The  new  law  eliminates  this 
separation,  and  treats  all  transfers — ^whether  given  during  one's  lifetime  or  at 
death — substantially  the  same. 

In  the  previous  law,  there  was  a  $60,000  exemption  for  the  estate  tax  and  two  different 
kinds  of  exemptions  for  the  gift  tax — a  once-only  exemption  of  $30,000  and  an  annual 
exemption  of  $3,000  for  each  separate  donee.   The  $3,000  annual  gift  exemption  is 
retained  in  its  present  form;  an  individual  may  still  give  up  to  $3,000  each  to  other 
individuals  every  year  without  such  gifts  entering  the  tax  base.  However,  the  two 
once-only  exemptions  have  been  eliminated  and  replaced  with  a  single  tax  credit. 

The  new  tax  credit  is  more  generous  than  the  old  exemptions  were.   It  will  become  even 
more  so  as  time  passes,  since  the  credit  will  escalate  each  year  until  1981.   The 
schedule  for  these  changes  follows,  along  with  estimates  of  the  equivalent  values  of 
these  credits  in  terms  of  an  exemption. 

For  decedents  Unified  Equivalent 

dying  in  —  credit  exemption  5_/ 


1977  $30,000  $120,667 

1978  34,000  134,000 

1979  38,000  147,333 

1980  42,500  161,563 

1981  and  thereafter      47,000  175,625 


5/  These  equivalent  exemptions  are  not  comparable  with  the  $60,000  exemption 
under  the  previous  estate  tax  provisions  because  of  the  different  tax  rate  struc- 
tare  which  prevailed. 
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The  tax  schedule  Itself  will  be  progressive,  increasing  from  a  marginal  rate  of  30 
percent  (32  percent  after  1980)  on  taxable  transfers  to  70  percent  for  cumulative 
taxable  transfers  of  more  than  $5  million.   The  appendix  to  this  report  includes  the 
entire  rate  schedule,  as  well  as  an  example  of  its  use. 

The  amount  of  gift  tax  payable  is  determined  by  applying  the  unified  rate  schedule  to 
the  cumulative  lifetime  taxable  transfers  and  then  subtracting  taxes  which  have  been 
paid  on  lifetime  transfers  made  in  past  taxable  periods.   Gifts  made  through 
September  8,  1976,  do  not  count  against  the  new  tax  credit. 

The  amount  of  the  estate  tax  is  determined  by  applying  the  unified  rate  schedule  to  the 
cumulate  lifetime  and  deathtime  transfers  and  then  subtracting  the  gift  taxes  that  have 
been  paid  on  lifetime  transfers.   The  reader  may  wish  to  examine  the  example  of  such  a 
calculation  provided  in  the  appendix.   Furthermore,  the  amount  of  gift  tax  paid  on 
transfers  made  within  3  years  of  death  is  required  to  be  included  in  the  decedent's 
gross  estate.   This  "gross-up"  rule  eliminates  the  incentive  to  make  deathbed  transfers 
in  order  to  remove  an  amount  equal  to  the  gift  taxes  from  the  transfer  tax  base.   It 
also  eliminates  the  presumption  that  gifts  made  in  that  period  were  made  in 
contemplation  of  death.  However,  there  still  is  an  incentive  to  make  lifetime 
transfers,  since  the  gross-up  rule  is  limited  to  the  3  years  preceding  death. 

Individuals  who  have  not  used  the  $30,000  gift  tax  exemption,  which  was  previously 
allowed,  may  benefit  by  using  a  special  interim  tax  rule  for  gifts.   The  exemption  can 
still  be  invoked  by  applying  a  special  transition  rule  v/hich  allows  the  unused  portion 
of  that  exemption  to  be  taxed  at  a  preferential  rate,  if  the  gift  is  made  before 
January  1977.   Such  gifts  reduce  the  unified  credit  —  but  only  by  20  percent  of  the 
gift.   Thus,  as  much  as  530,000  can  be  given,  and  it  would  reduce  the  credit  by  only 
$6,000. 

Finally,  filing  requirements  for  estate  taxes  are  revised  to  reflect  the  higher  credit. 
For  example,  after  1981  estates  with  a  gross  value  of  less  than  $175,000  need  not  file 
a  return.   Formerly,  estates  of  more  than  $60,000  in  value  vzere  required  to  do  so. 
Equivalent  exemptions  in  the  previous  schedule  provide  approximate  filing  level 
requirements  for  intervening  years. 

Marital  deduction. — The  previous  marital  deduction  was  half  of  the  adjusted  gross 
estate.6_/  This  has  been  increased  to  the  larger  of  $250,000  or  half  of  the  decedent's 
adjusted  gross  estate.   This  is,  of  course,  in  addition  to  the  usual  tax  credit 
available  to  all  estates,  but  it  is  limited  to  the  amount  the  spouse  actually  receives 
if  the  marital  deduction  is  larger  than  the  bequest.   There  is  also  a  special  marital 
deduction  for  gifts — a  complete  deduction  for  the  first  $100,000  in  lifetime  transfers, 
no  deduction  for  the  next  $100,000,  and  a  50  percent  deduction  for  all  subsequent 
gifts.   However,  this  marital  deduction  for  gifts  is  integrated  with  the  marital  estate 
deduction,  so  that  in  certain  cases  estate  deductions  will  be  reduced  to  reflect 
previous  gifts. 


6/  The  adjusted  gross  estate  is  the  gross  estate,  less  deductions  for  debts  of 
the  decedent  and  for  funeral  and  administrative  expenses. 
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There  is  a  new  rule  for  the  determination  of  estate  taxation  of  property  held  in  joint 
tenancy.   In  general,  when  property  is  jointly  held  by  husband  and  wife  with  rights  of 
survivorship  and  when  the  joint  tenancy  is  created  by  a  transfer  which  is  subject  to 
the  gift  tax,  then  for  estate  tax  purposes  the  property  is  to  be  treated  as  though  half 
of  it  belonged  to  each  spouse.   Subsequent  additions  in  value — such  as  mortgage 
payments — will  be  treated  as  additional  gifts  if  the  taxpayer  so  elects  (and  pays  any 
tax  due).   Subsequent  appreciation  v/ill  not,  however,  be  treated  as  an  additional  gift. 
Thus,  the  consideration  furnished  test  x^hich  previously  applied  is  eliminated  if  this 
method  is  used.   Although  it  may  not  be  all  that  farm  wives  desired,  this  change  will 
provide  a  means  to  somewhat  ease  their  dilemma. 

Valuation. — Under  this  new  provision,  real  nrojierty  in  an  estate  that  is  devoted  to 
farming  or  other  closely  held  businesses  nay  be  valued  for  estate  tax  purposes  on  the 
basis  of  its  use  in  that  capacity  rather  than  on  the  basis  of  its  fair  market  value. 
However,  this  special  valuation  cannot  reduce  the  decedent's  gross  estate  by  more  than 
$500,900.   To  qualify  for  this  special  valuation,  these  factors  must  be  met: 

(1)  The  value  of  the  farm  or  other  closely  held  business  assets  (both  real  and 
personal  property)  must  comprise  at  least  50  oercent  of  the  decedent's  adjusted  gross 
estate. 

(2)  At  least  25  percent  of  the  adjusted  value  of  the  gross  estate  must  be  qualified 
farm  or  other  closely  held  business  real  property. 

(3)  The  property  must  pass  to  a  qualified  heir  (a  member  of  the  decedent's  family). 

(4)  The  real  property  must  have  been  owned  by  the  decedent  and  been  in  its  present  use 
for  5  of  the  last  8  years  preceding  the  decedent's  death. 

(5)  The  decedent  or  a  member  of  his  family  must  have  materially  participated  in  the 
operation  of  the  farm  or  other  closely  held  business  for  5  of  the  S  years  immediately 
preceeding  the  decedent's  death. 

In  addition,  a  recapture  rule  affects  the  tax  benefits  provided  by  this  special 
assessment  if  the  heir  subsequently  sells  the  property  to  individuals  outside  the 
family  or  converts  the  use  of  the  property  from  farming  or  other  qualifying  business 
purposes  within  15  years  of  the  decedent's  death  (unless  the  sale  occurs  because  of  the 
heir's  death).   If  the  sale  takes  place  within  10  years  of  the  decedent's  death,  all 
the  tax  benefits  are  recaptured;  the  amount  subject  to  recapture  is  phased  out  during 
the  remaining  5  years.   The  potential  recapture  is  enforced  by  a  special  lien  placed  on 
the  real  property  which  heirs  elect  to  have  valued  by  the  special  valuation  procedure. 

The  special  valuation  is  determined  by  dividing  the  average  yearly  gross  cash  rental  of 
comparable  land,  less  State  and  local  real  estate  taxes,  by  an  average  of  the  annual 
effective  interest  rates  for  all  new  Federal  Land  Bank  Loans.   (Tliis  represents  a 
comaonly  accepted  means  of  capitalizing  an  infinite  stream  of  returns.)   These  averages 
are  computed  on  the  basis  of  the  most  recent  calendar  years  preceding  the  decedent's 
death.   But  several  alternative  valuation  rules  can  be  used  at  the  discretion  of  the 
estate  executor  or  v;hen  it  is  established  that  comparable  gross  rental  values  are  not 
available. 

Extension  of  time  for  payment  of  the  estate  tax. — Section  6166  in  the  Internal  Revenue 
Code  previously  allowed  a  10-year  extension  of  estate  tax  payments  for  estates  that 
were  largely  attributable  to  farms  and  other  closely  held  businesses  (35  percent  of  the 
gross  estate  and  50  percent  of  the  taxable  estate  in  the  closely  held  business).   The 
new  act  retains  this  treatment,  and  provides  more  liberal  treatment  of  certain  cases. 
The  time  period  for  tax  payments  was  extended  to  15  years  for  an  estate  in  which  the 
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value  of  the  closely  held  businesses  makes  up  at  least  65  percent  of  the  adjusted  gross 
estate.   This  kind  of  estate  also  qualifies  for  a  special  A-percent  interest  rate  on 
the  tax  liability  from  the  first  $1  million  of  farm  or  other  closely  held  business 
property  in  the  estate.  The  interest  on  the  rest  of  the  estate's  tax  liability  will  be 
calculated  at  the  regular  rate. 

Further,  the  new  law  substitutes  a  "reasonable  cause"  test  for  the  "undue  hardship" 
test  of  the  old  law  with  respect  to  obtaining  extensions  of  time  to  pay  the  tax.   Under 
this  third  type  of  extension  payment  plan,  any  estate  may  qualify  for  a  10-year  tax 
payment  extension  plan  if  "reasonable  cause"  for  such  an  extension  is  demonstrated. 

The  legislation  also  provides  for  a  special  lien  to  secure  the  unpaid  estate  tax 
liability  attributable  to  a  farm  or  other  closely  held  business.   The  lien  will  apply 
to  real  and  other  property  which  can  be  expected  to  survive  the  tax  payment  period. 
\-7hen  this  procedure  is  followed  and  when  a  party  is  designated  to  make  tax  payments  and 
receive  and  send  IRS  notices,  the  executor  will  be  discharged  from  personal  liability. 
Previously  this  was  a  major  deterrent  to  the  use  of  the  installment  payment  provision. 

Carryover  basis. — Capital  gains  that  are  unrealized  during  an  individual's  lifetime 
have  not  been  taxed  under  prior  estate  tax  provisions.  The  present  act  will  change 
this  practice  somewhat  in  the  future. 

Under  the  old  law,  the  tax  basis  of  inherited  property  was  "stepped  up"  to  its  fair 
market  value  at  the  time  of  the  decedent's  death.   Later,  when  an  individual  sold  this 
inherited  property,  taxes  were  paid  on  the  difference  between  the  selling  price  and  the 
"stepped  up"  value  of  the  property.   But  any  appreciation  before  the  time  of  the 
inheritance  was  never  taxed  as  income. 

Under  the  new  provisions,  the  tax  basis  for  marketable  bonds  and  securities  will  be 
either  the  original  purchase  price  or  the  appraised  fair  market  value  on  December  31, 
1976,  whichever  is  greater.   Farmland  and  other  assets  will  be  considered  separately. 
Their  appreciation  will  be  prorated  by  a  straight-line  apportionment  method  based  on 
the  relative  amount  of  time  the  property  was  owned  before  January  1,  1977.   The  less 
time  this  type  of  asset  was  owned  before  this  provision  takes  effect,  the  greater  the 
percentage  of  the  appreciation  will  be  taxable.   The  rule  is  as  follows: 

Amount  of  time  asset  held 
Appreciation  subject   =   after  December  31,  1976       x    Total  appreciation 
to  tax  Total  amount  of  time  asset 

held  before  sale 

So,  no  appreciation  attributable  to  an  asset  before  January  1,  1977,  will  be  subject  to 
the  new  carryover  basis  rules.  Executors  may  elect  to  exclude  as  much  as  $10,000  of 
assets  which  were  household  or  personal  effects  of  the  decedent.   In  addition,  the 
basis  of  an  estate  can  be  stepped  up  to  $60,000.   Thus,  the  nev;  provision  is  not 
intended  to  apply  to  beneficiaries  of  smaller  estates. 

Generation-skipping  transfers. — Some  transfers,  as  organized  under  trusts  or  other 
similar  arrangement,  have  in  the  past  avoided  estate  taxation  on  the  generations  being 
skipped.   In  the  future,  these  transfers  will  be  taxed  when  the  trust  assets  are 
distributed  to  a  generation-skipping  heir  or  when  an  intervening  interest  in  the  trust 
is  ended.   An  exception  is  provided  which  permits  one  generation  to  be  skipped  if  the 
transfer  is  to  a  grandchild,  but  it  is  limited  to  a  transfer  of  $250,000  or  less. 

The  tax  will  be  substantially  equivalent  to  the  estate  tax  which  would  have  been 
imposed  if  the  property  had  been  transferred  outright  to  each  successive  generation. 
In  general,  these  provisions  apply  only  to  generation-skipping  transfers  that  take 
place  after  April  30,  1976.   But  they  will  not  apply  to  any  transfer  under  a  trust 
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which  was  irrevocable  on  April  30,  1976,  or  to  revocable  trusts  and  wills  if  the 
grantor  dies  before  January  1,  1982,  and  the  trust  instrument  or  v;ill  is  not  revised 
after  April  30,  1976. 

Miscellaneous  Provisions  of 
General  Interest  to  Individuals 

The  following  provisions  take  effect  for  taxable  years  beginning  after  December  31, 
1976,  unless  otherwise  noted. 

Revision  of  the  tax  tables. — The  optional  tax  tables  were  considerably  simplified. 
They  are  now  bas«i  on  taxable  income  instead  of  adjusted  gross  income,  so  the  former  12 
tables  have  been  replaced  by  only  4.   They  now  apply  to  taxable  incomes  of  as  much  as 
$20,000  and  will  be  available  to  taxpayers  who  itemize  as  well  as  to  those  who  take  the 
standard  deduction.   An  estimated  90  percent  or  more  of  all  taxpayers  will  be  eligible 
to  use  the  new  tables,  which  will  be  available  for  the  1976  income  tax  calculations. 

Alimony. — In  the  future,  alimony  payments  can  be  deducted  from  gross  income  in 
calculating  adjusted  gross  income.  This  change  will  make  alimony  payments  deductible 
for  individuals  who  use  the  standard  deduction,  as  well  as  for  those  who  itemize  their 
deductions . 

Credit  for  child  care  expenses. — The  previous  system  of  itemized  deductions  for  child 
care  expenses  has  been  replaced  with  a  nonrefundable  tax  credit.   Formerly,  the 
employment-related  expenses  of  caring  for  a  child  who  is  less  than  15  years  old  (or  a 
disabled  dependent  adult)  could  be  claimed  as  an  itemized  deduction,  not  to  exceed 
$4,S00  a  year.   The  deduction  was  phased  out  for  families  with  incomes  of  more  than 
$35,000  a  year.   And  for  married  couples,  it  was  available  only  if  both  spouses  held 
fulltime  jobs. 

The  new  provisions  include  a  deductible  tax  credit  for  20  percent  of  the  first  $2,000 
of  employment-related  child  care  expenses  for  one  dependent  and  20  percent  of  the  first 
$4,000  of  expenses  for  two  or  more  dependents.   Thus,  the  maximum  credit  is  $400  for 
one  dependent  and  $800  for  two  or  more.   There  is  no  maximum  income  limit  that 
disqualifies  a  taxpayer.   The  credit  is  also  available  to  couples  when  one  spouse  is  a 
part-time  worker  or  full-time  student  and  to  divorced  or  separated  parents  who  have 
custody  of  their  children.   Further,  the  credit  applies  for  payments  to  relatives  who 
are  not  dependents  of  the  taxpayer  if  the  payments  are  subject  to  the  social  security 
tax.  These  provisions  apply  to  taxable  years  beginning  after  December  31,  1975. 

Moving  expenses. — ^Under  prior  law,  if  a  taxpayer  changed  jobs  and  moved  more  than  50 
miles,  as  much  as  $2,500  of  the  moving  expenses  could  be  deducted.   The  new  law  raises 
the  limit  to  $3,000  and  permits  such  deductions  for  moves  of  more  than  35  miles.   It 
also  increases  the  maximum  deduction  for  househunting  and  temporary  living  expenses 
from  $1,000  to  $1,500. 

Business  use  of  homes. — The  circumstances  under  which  these  expenses  can  be  deducted 
have  been  substantially  restricted.  These  deductions  will  be  allowed  only  when  part  of 
the  home  is  used  exclusively  and  regularly  as  the  taxpayer's  principal  place  of 
business.  This  provision  is  effective  for  taxable  years  beginning  after  December  31, 
1975. 

Individual  Retirement  Account  (IRA)  for  spouse.— Under  the  Employee  Retirement  Income 
Security  Act  of  1974,  employed  individuals  who  are  not  covered  by  company  pension  plans 
may  place  as  much  as  $1,500  or  15  percent  of  their  earnings,  whichever  is  less,  in 
their  own  tax-sheltered  individual  retirement  accounts.   Individuals  with  no  earned 
income  were  not  eligible  for  IRA's.  Starting  in  1977,  however,  individuals  can 
contribute  as  much  as  $1,750  or  15  percent  of  their  earnings,  whichever  is  less,  to 
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qualifying  retirement  plans  which  are  owned  jointly  with  their  spouse  or  to  separate 
IRAl's  for  each  spouse  ($875  to  each  IRA).   This  change  may  be  used  to  provide 
housewives  with  a  retirement  income. 

Limitation  on  contributions  to  certain  H.R.  10  (Keogh)  Plans. — Previously,  a  self- 
employed  individual  could  set  aside  as  much  as  $750  of  self-employment  income  in  an 
H.R.  10  (Keogh)  plan  without  regard  to  the  usual  rule  limiting  such  contributions  to  15 
percent  of  self -employment  income.   However,  a  separate  provision  limited  the 
attractiveness  of  this  provision  by  restricting  contributions  to  25  percent  of  earned 
income. 

The  new  law  permits  self-employed  individuals  to  set  aside  up  to  $750  of  self- 
employment  income  in  a  Keogh  plan  without  regard  to  either  the  15-percent  limitation  or 
the  25-percent  limitation.   This  exception,  however,  applies  only  if  the  individual's 
adjusted  gross  income  does  not  exceed  $15,000. 

CHANGES  AFFECTING  BUSINESSES 

Extension  of  the  10-Percent  Investment  Tax  Credit 

The  10-percent  investment  tax  credit  on  new  business  equipment  has  been  extended 
through  December  31,  1980.   This  extension  also  applies  to  the  10-percent  investment 
tax  credit  which  is  available  on  the  first  $100,000  of  newly-acquired  used  property 
placed  in  service  during  a  year.   And  to  keep  credits  from  becoming  outdated,  credits 
can  be  used  on  a  first-in,  first-out  basis.   Under  the  previous  law,  newer  credits  had 
to  be  used  first,  and  some  old  credits  expired  before  they  could  be  used. 

Companies  will  continue  to  receive  an  extra  1  percent  of  investment  credit  (11  percent 
instead  of  10  percent)  if  they  contribute  employer  securities  of  equal  value  to  an 
employee  stock  ownership  plan  (ESOP).  An  extra  half  percentage  point  of  credit  is 
available  if  employees  choose  to  match  that  half  point  with  their  chju   contributions  to 
the  ESOP.   This  option  is  available  through  1980. 

Livestock  Sold  Because  of  Drought 

As  a  drought  relief  measure  for  livestock  owners,  cash-method  taxpayers  whose  principal 
occupations  are  farming  may  elect  to  defer  their  tax  liability  by  1  year  for  income 
arising  from  the  sale  or  exchange  of  livestock  sold  because  of  drought.   This  treatment 
is  limited  to  income  from  livestock  which  are  sold  or  exchanged  in  excess  of  usual 
business  practice  and  which  would  not  have  been  sold  except  for  the  drought.   It  is 
also  limited  to  those  areas  that  are  designated  as  eligible  for  Federal  assistance. 
The  provisions  take  effect  for  tax  years  beginning  after  December  31,  1975. 

Treatment  of  Certain  Disaster  Payments 

Some  farmers  receive  payments  under  the  Agriculture  and  Consumer  Protection  Act  of  1973 
for  the  destruction  or  damage  to  crops  caused  by  drought,  flooding,  or  any  other 
natural  disaster,  or  the  inability  to  plant  crops  because  of  such  natural  disasters. 
Farmers  who  use  the  cash  method  of  accounting  will  nov;  be  able  to  report  their  disaster 
proceeds  as  income  in  the  year  for  which  the  income  from  the  crops  would  have  normally 
been  reported.   This  will  provide  the  taxpayer  a  more  normal  income  flow  for  tax 
purposes.   The  provision  applies  to  payments  received  after  December  31,  1973,  in 
taxable  years  ending  after  that  date. 
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Subchapter  S  Corporations 

These  corporations  are  now  a  relatively  common  form  of  business  organization  in 
agriculture.  They  have  long  been  limited  to  a  maximum  of  10  stockholders.   For  years 
beginning  after  December  31,  1976,  they  will  now  be  allowed  an  upper  limit  of  15 
stockholders,  provided  that  they  have  elected  Subchapter  S  treatment  for  5  consecutive 
taxable  years  before  they  use  the  new  option.   In  other  words,  a  corporation  may  have 
no  more  than  10  shareholders  during  the  first  5  years  of  its  Subchapter  S  status  to 
qualify  for  such  treatment,  but  it  may  increase  its  numbers  of  shareholders  to  15  after 
this  period. 

Small  Business  Provision 

The  Tax  Reduction  Act  of  1975  established  somewhat  lower  tax  rates  on  corporate  Income, 
and  the  new  act  continues  these  rates  through  1977.  The  rates  before  1975  were  22 
percent  for  the  first  $25,000  and  48  percent  (22  percent  plus  a  26  percent  surtax)  for 
any  excess.   The  present  rates  are  20  percent  for  the  first  $25,000  of  taxable  income, 
22  percent  for  the  next  $25,000,  and  A8  percent  for  amounts  of  more  than  $50,000. 
Thus,  small  corporate  businesses  will  receive  a  significant  tax  reduction  because  of 
this  provision. 

Work  Incentive  (WIN)  Credit 

Under  the  previous  law,  employers  who  hire  qualified  recipients  of  Aid  to  Families  with 
Dependent  Children  (AFDC)  were  eligible  for  a  tax  credit  equal  to  20  percent  of  the 
recipients'  first  year's  wages.  The  credit  applied  so  long  as  the  ADFC  recipients 
continued  to  work  for  another  12  months,  voluntarily  quit,  were  disabled,  or  were  fired 
for  misconduct . 

The  WIN  credit,  imder  the  new  law,  is  available  from  the  date  of  employment,  so  long  as 
the  employment  is  not  ended  within  90  days  of  the  first  90  days  of  employment.  The 
other  restrictions  on  this  credit  still  apply,  but  no  credit  can  be  recaptured  if  the 
employee  is  laid  off  because  of  a  lack  of  business  activity.   The  maximum  level  of 
credit  was  increased  from  $25,000,  plus  half  of  any  additional  credit  that  would 
otherwise  qualify  under  the  20-percent  rule,  to  $50,000,  plus  half  of  any  excess. 

Miscellaneous  Changes 

Net  operating  loss  carryovers. — Businesses  now  have  2  additional  years  to  carryover 
losses  to  offset  business  gains.   For  most  businesses,  this  means  that  instead  of 
carrying  losses  back  3  years  and  forward  5  years,  they  can  carry  them  back  3  years  and 
forward  7  years.  This  provision  applies  to  net  operating  losses  incurred  in  tax  years 
ending  after  December  31,  1976. 

Minimum  tax  on  corporations. — The  minimum  rate  on  corporations  was  increased  from  10 
percent  of  preference  income  to  15  percent.  Their  exemption  was  reduced  to  $10,000  oi 
the  corporations'  regular  income  taxes,  whichever  is  greater.  The  new  limits  are 
generally  applicable  for  tax  years  beginning  in  1976,  but  for  1976  only  half  of  the 
increase  in  the  minimum  tax  is  applicable. 
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